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ß 4.2 GOVERNING INSTRUMENTS
An organization must have governing instruments to qualify for tax exemption, if only to satisfy the appropriate organizational test.  This is particularly the case for charitable organizations, as to which the federal tax law imposes specific organizational requirements.  n50 These rules are more stringent if the charitable organization is a private foundation. n51

If the corporate form is used, the governing instruments will be articles of incorporation and bylaws.  An unincorporated organization will have articles of organization, perhaps in the form of a constitution, and, undoubtedly, also bylaws.  If a trust, the basic document will be a declaration of trust or trust agreement.

The articles of organization should contain provisions stating the organization's purposes; whether there will be members and, if so, their qualifications and classes; the initial board of directors or trustee(s); the registered agent and incorporators (if a corporation); the dissolution or liquidation procedure; and the required language referencing the appropriate tax law (federal and state) requirements and prohibitions.  If the organization is a corporation, particular attention should be given to the appropriate state nonprofit corporation statute, which will contain requirements that may supersede the provisions of the articles of incorporation and bylaws or may apply where the governing instruments are silent.

The bylaws may also contain the provisions of the articles of organization and, in addition, should contain provisions amplifying or stating the purposes of the organization; the terms and conditions of membership (if any); the manner of selection and duties of the directors or trustees, and officers; the voting requirements; the procedure for forming committees; the accounting period; any indemnification provisions; the appropriate tax provisions; and the procedure for amendment of the bylaws. n52

n52 In general, see Oleck, Non-Profit Corporations, Organizations, and Associations (6th ed. 1996); Webster, The Law of Associations (Matthew Bender); Chaffe, "The Internal Affairs of Associations Not For Profit," 43 Harv. L. Rev. 993 (1930).

ß 4.3 ORGANIZATIONAL TEST
An organization, to be tax-exempt as a charitable entity, must be both organized and operated exclusively for one or more of the permissible exempt purposes.  This requirement has given rise to an organizational test and an operational test for charitable organizations.  If an organization fails to meet either the organizational test or the operational test, it cannot qualify for exemption from federal income taxation as a charitable entity.  n53 (The organizational and operational tests of other categories of exempt organizations -- such as they are -- are discussed in the respective chapters.)

The income tax regulations contemplate two types of governing instruments for a charitable organization: the instrument by which the organization is created (articles of organization) and the instrument stating the rules pursuant to which the organization is operated (bylaws).  n54 For the incorporated organization, the articles of organization are articles of incorporation. For the unincorporated entity, the articles of organization may be so termed or may be termed otherwise, such as a constitution, agreement of trust, or declaration of trust. Occasionally, an unincorporated organization will combine these two types of instruments in one document; while this is technically inappropriate, the IRS is unlikely to find the practice a violation of the organizational test.

An organization is organized exclusively for one or more tax-exempt, charitable purposes only if its articles of organization limit its purposes to one or more exempt purposes n55 and do not expressly empower it to engage, otherwise than as an insubstantial part of its activities, in activities that in themselves are not in furtherance of one or more exempt purposes.  n56 Additional requirements are imposed for the governing instruments of private foundations. n57

(a) Statement of Purposes
In meeting the organizational test, the charitable organization's purposes, as stated in its articles of organization, may be as broad as, or more specific than, the particular exempt purposes, such as religious, charitable, or educational ends.  Therefore, an organization that, by the terms of its articles of organization, is formed for "literary and scientific purposes within the meaning of section 501(c)(3) of the Internal Revenue Code" shall, if it otherwise meets the requirements of the organizational test, be considered to have met the test.  Similarly, articles of organization stating that the organization is created solely to "receive contributions and pay them over to organizations which are described in section 501(c)(3) and exempt from taxation under section 501(a) of the Internal Revenue Code" are sufficient for purposes of the organizational test.  If the articles of organization state that the organization is formed for "charitable purposes," the articles ordinarily will be adequate for purposes of the organizational test. n58

Articles of organization of charitable entities may not authorize the carrying on of nonexempt activities (unless they are insubstantial), even though the organization is, by the terms of its articles, created for a purpose that is no broader than the specified charitable purposes.  n59 Thus, an organization that is empowered by its articles to "engage in a manufacturing business" or to "engage in the operation of a social club" does not meet the organizational test, regardless of the fact that its articles of organization may state that the organization is created for "charitable purposes within the meaning of section 501(c)(3) of the Internal Revenue Code." n60

In no case will an organization be considered to be organized exclusively for one or more tax-exempt charitable purposes if, by the terms of its articles of organization, the purposes for which the organization is created are broader than the specified charitable purposes.  The fact that the actual operations of the organization have been exclusively in furtherance of one or more exempt purposes is not sufficient to permit the organization to meet the organizational test.  An organization wishing to qualify as a charitable entity should not provide in its articles of organization that it has all of the powers accorded under the particular state's nonprofit corporation act, since those powers are likely to be broader than those allowable under federal tax law.  n61 Similarly, an organization will not meet the organizational test as a result of statements or other evidence that its members intend to operate only in furtherance of one or more exempt purposes. n62

An organization is not considered organized exclusively for one or more exempt charitable purposes if its articles of organization expressly authorize it to (1) devote more than an insubstantial part of its activities to attempting to influence legislation by propaganda or otherwise; n63 (2) directly or indirectly participate in, or intervene in (including the publishing or distributing of statements), any political campaign on behalf of or in opposition to any candidate for public office; n64 or (3) have objectives and engage in activities that characterize it as an action organization.  n65 The organizational test is not violated, however, where an organization's articles empower it to make the expenditure test election (relating to expenditures for legislative activities) n66 and, only if it so elects, to make direct lobbying or grassroots lobbying expenditures that are not in excess of the ceiling amounts prescribed by that test.  n67 The organizational test, however, does not require that references be made in the organizational document to the prohibitions on private inurement, substantial private benefit, substantial lobbying, and political campaign activities.

It is the position of the IRS that only a creating document may be looked to in meeting the organizational test:

Accordingly, the organizational test cannot be met by reference to any document that is not the creating document.  In the case of a corporation, the bylaws cannot remedy a defect in the corporate charter.  A charter can be amended only in accordance with state law, which generally requires filing of the amendments with the chartering authority.  In the case of a trust, operating rules cannot substitute for the trust indenture.  In the case of an unincorporated association, the test must be met by the basic creating document and the amendments thereto, whatever that instrument may be called.  Subsidiary documents that are not amendments to the creating document may not be called on. n68

It is the view of one court, however, that the organizational test entails a "purely . . . factual inquiry" and that it is not required to "myopically consider only" articles of incorporation or another creating document; in the case, an organization was found to qualify as a charitable organization meeting the organizational test because of suitable language in its bylaws. n69

The law of the state in which an organization is created is controlling in construing the terms of its articles of organization.  n70 An organization that contends that the terms have, under state law, a different meaning from their generally accepted meaning must establish the special meaning by clear and convincing reference to relevant court decisions, opinions of the state attorney general, or other evidence of applicable state law. n71

An organization that would be classified as a private foundation n72 if it were recognized as a charitable entity does not satisfy the organizational test by virtue of having complied with the special governing instrument provisions applicable only to private foundations.  n73 In so ruling, the IRS considered a case where an organization's articles of incorporation lacked the requisite provision requiring the distribution of its assets for charitable purposes upon dissolution.  The state law under which the organization operates had not been construed to assure dedication of assets to charitable purposes, n74 although the state had a statute that mandates reference to the various private foundation rules in the foundation's articles of incorporation on all private foundations formed in the state.  n75 The IRS reasoned that a private foundation is a charitable organization, yet an organization cannot be so classified where its governing instrument fails to include a dissolution clause, and the special governing instrument provisions only apply to private foundations.  Also, the IRS reviewed the legislative history of the private foundation rules, which makes it clear that these rules comprise requirements that are in addition to the general tax exemption requirements. n76

(b) Dissolution Requirements
An organization is not organized exclusively for one or more exempt charitable purposes unless its assets are dedicated to an exempt purpose.  An organization's assets will be considered dedicated to an exempt purpose, for example, if, upon dissolution, the assets would, by reason of a provision in the organization's articles of organization or by operation of law, be distributed for one or more exempt purposes, or to the federal government, or to a state or local government, for a public purpose or would be distributed by a court to another organization to be used in a manner as in the judgment of the court will best accomplish the general purposes for which the dissolved organization was organized.  A charitable organization does not, however, meet the organizational test if its articles of organization or the law of the state in which it was created provide that its assets would, upon dissolution, be distributed to its members or shareholders.  n77 Consequently, federal income tax exemption as a charitable organization will be denied where, upon dissolution of the organization, its assets would revert to the individual founders rather than to one or more qualifying charities.  n78 A charitable organization's assets may, upon dissolution, be transferred for charitable purposes without necessarily being transferred to a charitable organization. n79

The dedication-of-assets requirement contemplates that, notwithstanding the dissolution of a charitable entity, the assets will continue to be devoted to a charitable purpose (albeit a substituted one).  Under the cy pres rule, a state court, in the exercise of its equity power, may modify the purpose of a charitable trust or place the funds of a charitable corporation in a new entity.  n80 Organizations that are organized for both exempt and nonexempt purposes fail to satisfy the organizational test. n81

The IRS published guidelines for identification of states and circumstances where an express dissolution clause for charitable organizations is not required.  Basically, these guidelines are a function of the type of organization that is involved.  For example, the IRS has determined that the cy pres doctrine in any jurisdiction is insufficient to prevent an inter vivos charitable trust or an unincorporated association from failing, and thus that an adequate dissolution clause is essential for satisfaction of the organizational test.  By contrast, the law of several states applies the cy pres doctrine to testamentary charitable trusts and the law of a few states applies the doctrine to nonprofit charitable corporations.  n82 Consequently, from the standpoint of the IRS, an organization in a jurisdiction where the cy pres doctrine is inapplicable must have an express, qualifying distribution or liquidation clause to satisfy the organizational test. n83

n83 The IRS will accept the following phraseology of a dissolution clause: "Upon the dissolution of [this organization], assets shall be distributed for one or more exempt purposes within the meaning of section 501(c)(3) of the Internal Revenue Code, or corresponding section of any future Federal tax code, or shall be distributed to the Federal government, or to a state or local government, for a public purpose" (Rev. Proc. 82-2, supra note 82 ß 3.05).

